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Market Insights for Week Ending Dec 8th, 2017 
 

 
 

The Curious Case of the Collapsing Yield Curve 
 
When thinking about retirement income security, HCM believes it is necessary to 
consider the level and trend in interest rates, as they impact the amount of current 
income a portfolio can generate as well as the appreciation potential of the overall 
stock and bond markets. To that end, if you had asked people over the past five years 
where interest rates would be today, most would have said that yields should be 

higher than they are now.  Few believed that interest rates could stay so low for so long.  
 
The yield curve describes the different interest rates for various maturities in the government bond 
market.  Typically, the yield curve has a positive slope (long-term rates are higher than short-term 
rates). Investors are thereby compensated with additional yield based on their willingness to lock up 
their money for a longer period.   
 
A steep curve (long-term rates much higher than short-term rates) encourages banks to lend money 
because they can make big profits on the wide spread.  For example, if a bank can originate a 
mortgage at 4.25% and only needs to pay 1% to depositors, they have created a profitable spread of 
3.25%. 
 
However, when the yield curve begins to flatten, this scenario can reverse.  Let’s say the bank will 
originate a mortgage at 4.25% but now it must pay 2.625% on deposits.  The spread has just been cut 
in half, and with it the bank’s profits.  As spreads begin to get smaller, the incentive to lend becomes 
less.  A slower lending environment can lead to slower economic growth and can eventually push the 
economy into recession and the stock market into correction. 
 
So where are we now?   
 
While various time frames are quoted when describing the yield curve, the 2yr.-10yr. spread 
(difference between the 10-year treasury yield and the 2 year Treasury yield) is currently at .59%. This 
is the lowest spread in a decade.  The following chart below shows how the yield curve has changed 
over the past few years. 
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Source: Treasury.gov 
 
The flatter green line represents the current yield curve as of November 24th, 2017 while the steeper 
purple line is the curve from November 24th, 2014.  The message here is that the curve is flattening. 
 
Why do we care? 
 
In managing portfolios that are built to provide predictable retirement cash flow, HCM’s process calls 
for possible action if the yield curve inverts. This is because inverted yield curves have, in the past, 
been accurate indicators of recessions, and recessions have been good predictors of bear markets. 
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The chart above shows points over the last fifty years where the yield curve has become inverted. 
Recessions are denoted by the vertical red bars.  An inverted curve means the interest-rate spread 
has become negative (long-term rates are lower than short-term rates).   
 
It is important to note that the curve can be inverted for quite a while before bad things happen.  For 
example, the yield curve inverted in early 2006 but the market didn’t begin its downturn until late 2007.  
So like valuations, the yield curve isn’t a short-term market timing tool, rather it helps investors 
understand the overall health of the market.  HCM uses the yield curve as one of many indicators to 
determine when and how to tactically adjust our portfolios’ risk exposure. 
 
We must ask ourselves why the yield curve is flattening in the face of recent Federal Reserve 
tightening.  Some argue that the FED’s extreme monetary policy over the last decade has distorted the 
curve and therefore made it less useful.  Others would say it is the markets way of disagreeing with 
current FED policy and warning that continuing to raise short-term rates will eventually lead the 
economy into recession.  Most who take this view believe this will not happen until 2019 at the earliest.   
 
HCM’s current risk-on policy is based on the assumption that lower rates in other parts of the world 
drive fixed income purchasers to the U.S. each time the FED raises our rates.  This constant demand 
will keep prices high (interest rates low) until the price of money begins to equalize around the globe.  
  
Whatever the reason, we will continue to monitor the flattening of the curve with the understanding that 
a flat yield curve isn’t the same as an inverted curve.  Growth and market performance has remained 
strong.  We are optimistic things can continue with the curve being flat but understand that things can 
change quickly if the curve approaches inversion. 
 
 
Weekly Focus – Think About It  
 
“People who look for easy money invariably pay for the privilege of proving conclusively that it cannot 
be found on this earth.”  -Jesse Livermore 
 
Market Activity 
 
Performance last week for the four major asset classes were: 

 U.S. Stocks – Russell 3000 (IWV) – Gain of .26% 
 Developed Foreign Markets (EFA) – Loss of .23% 
 Emerging Markets (EEM) – Loss of .46% 
 Fixed Income (AGG) – Loss of .03% 

 
 (Note: performance is based on the change in net asset value) 
 
Last Week’s Headlines 
 
Year-end profit taking caused equity markets to wobble a bit. The US recovered by the end of the 
week, but emerging market equities finished down.  A slide in commodity prices added to the pressure 
on emerging markets. 
 
US short-term Treasury yields pushed higher while long-term yields fell, flattening the yield curve to 
new decade lows.  The market is now pricing in two Fed rate increases in 2018. 
 
US payroll data showed solid job growth but mixed results on wage growth. 
 



      Dec 12th, 2017 

       
                                                                                                                                                                                                                                                                                                                                           

 
Hengehold Capital Management LLC | 513-598-5120 | Hengeholdcapital.com 

 

Global banking regulators finalized capital requirement for banks, ending uncertainty after years of 
debate. 
 
Eye on the Week Ahead 
 
The Fed is expected to raise policy rates to 1.25-1.5%.  Since analysts believe this move is already 
being priced in, attention will turn to the outlook for next year where currently the market is pricing in 
two rate hikes for 2018.  The European Central Bank will also be releasing their 2020 forecasts, which 
will include inflation expectations that will likely shape future monetary policy. 
 
If you have questions, please contact a member of HCM’s Wealth Advisory Team: 
 
 
Mike Hengehold (Mike@HengeholdCapital.com)  Casey Boland (Casey@HengeholdCapital.com) 
 
Jake Butcher (Jake@HengeholdCapital.com)  Jim Eutsler (Jim@HengeholdCapital.com)  
 
Greg Middendorf (Greg@HengeholdCapital.com)    Steve Hengehold (Steve@HengeholdCapital.com) 
 
Doug Johnson (Doug@HengeholdCapital.com)  
 
 
Disclaimer 

Any tax or other advice contained in this document, including any attachments, is not intended and cannot be used for the 
purpose of avoiding penalties under Internal Revenue Code. No action should be taken on any information contained in this 
message without first consulting with your tax/legal advisors regarding the tax/legal consequences for your particular 
circumstances. 
 
Additional Notes: 

 The Standard & Poor’s 500 (S&P 500) is an unmanaged group of securities considered to be representative of the 
stock market in general. 

 Opinions expressed are subject to change without notice and are not intended as investment advice or to predict 
future performance. 

 Past performance does not guarantee future results. 

 You cannot invest directly in an index. 

 Consult your financial professional before making any investment decisions. 

 
• • • 
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